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Gold and Inflation 


By Joun T. Mappen, Dean, 


SCHOOL OF COMMERCE, ACCOUNTS AND FINANCE 
OF NEW YORK UNIVERSITY 


O much has been written and spoken in recent months 
upon the subjects of gold and inflation that I wonder over 
your willingness to have more inflicted upon you. When 
President Staub invited me to address you tonight I was in 
the nation’s capital, where I have spent most of the past four 
weeks. The reaction to my stay there was mental confusion 
and abberation, much greater in proportion than usual. 

One cannot remain long there and maintain any rational- 
ity. This explains Congress. The result was that I accepted 
President Staub’s invitation and here I am. In part atone- 
ment, I shall endeavor to present some new aspects of this 
very important problem. Was the abandonment of the gold 
standard necessary? What is the relation of the event to the 
question of inflation? 

The abandonment of the gold standard by the United 
States was an event of unusual importance. Never before in 
time of peace has a great nation with the largest supply of 
monetary stock of gold in the world dissociated its currency 
from gold and allowed it to drift in the international markets. 
At the present time, the dollar is being sold at a discount in 
all countries whose currencies are hooked up to gold. Some 
economists and bankers in commenting upon the abandon- 
ment of the gold standard in the United States have compared 
it with the suspension of specie payments in Great Britain. 
They have pointed out that Great Britain by suspending specie 
payments was in a position to maintain its production and 
prevent a sharp decline in prices. On the other hand it has 
been pointed out that Germany, which adhered to the gold 
standard suffered further deflation followed by the National 
Socialist revolution. Now the fact is that no comparison can 
be made between the United States and Great Britain. The 
latter abandoned the gold standard involuntarily and only 
after the failure of every means at its disposal to maintain the 
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gold standard. In fact, Great Britain borrowed both at home 
and abroad upon terms which, in pre-war days, would have 
been considered unworthy even of a backward nation in her 
endeavor to retain the gold standard. Great Britain first 
established a coalition government and then balanced its 
budget and it was only when the demands from abroad could 
no longer be met and when no additional foreign loans could 
be obtained by the Bank of England and the British Treasury 
that the British Government reached the decision to abandon 
specie payments. 

In the United States, the situation was entirely different. 
On the day when the United States abandoned the gold stand- 
ard, the monetary stock of gold in the United States amounted 
to $4,000,000,000 or 35 per cent of the total monetary stock of 
gold in the world. The claims of foreign nations on the United 
States were very small indeed. 


Gold Abandonment Not Forced 

The balance of payments of the United States was favor- 
able and, in spite of the shrinkage of foreign trade through- 
out the world, our exports continued to exceed our imports. 
The United States was not forced off the gold standard; it 
chose this path in order to satisfy a well-organized minority ; 
it chose this path in order to bring about an increase in prices 
of domestic commodities, particularly farm products, and in 
choosing this path our government has set in motion forces 
over which it may not have control. If we can control in- 
flation why did we not do so in 1928 and 1929? If inflation 
can be controlled, then it should follow that deflation can be 
controlled also. But why was the United States unable to 
control deflation in spite of billions of dollars spent by the 
Reconstruction Finance Corporation and notwithstanding the 
huge open market operations of the reserve banks? Frankly, 
I cannot find an answer to these questions. Nevertheless, I 
repeat that in abandoning the gold standard, we have put 
forces into motion, the outcome of which only heaven can 
foresee — unless the “brain trust” has the answer. 
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Another contrast of considerable importance between 
Great Britain and the United States is the fact that Great 
Britain instituted managed currency without engaging in a 
process of inflation at the same time. Finding herself unable 
to meet her obligations in gold, Great Britain suspended 
specie payments and having done so, her efforts were directed 
to the maintenance of the domestic price level at an even 
keel in order not to create any injustice to those whose income 
in pounds sterling remained unchanged. In the United States, 
on the other hand, the abandonment of the gold standard 
was accompanied by a proposal for inflation. The Thomas 
Act which combines currency depreciation with inflation will 
go down in history as evidence of our folly and the decline 
in our business ethics. That act authorizes the President of 
the United States to reduce the gold content of the dollar 
up to 50 per cent. At the same time, it provides for the 
purchase by the Federal reserve banks in the open market of 
government securities and acceptances up to $3,000,000,000. 
If the Federal reserve banks should not consent to such a 
policy, the government is authorized to print $3,000,000,000 
of greenbacks which can be used for the repayment of ma- 
turing obligations of the United States, and for the purchase 
of securities issued by the government, or by corporations 
in which the government is the chief stockholder. Thus we 
find that in the United States, the abandonment of the gold 
standard and the adoption of managed currency has been 
combined with inflationary measures intended to increase the 
credit base of the country, to increase loans and deposits and 
to bring about an increase in the level of domestic prices. 

Let us consider for a moment this question of currency 
depreciation. A reduction in the value of the dollar as ex- 
pressed in gold does not increase the purchasing power of 
the people. As a matter of fact, I dare say that there are 
millions of our citizens throughout the length and breadth 
of the land who never saw a foreign exchange table in their 
lives, and who do not know the extent to which the doflar 
has now depreciated in terms of gold currencies. We have 
already witnessed a Cepreciation of about 20 per cent in 
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the value of the dollar in terms of gold currencies, and yet 
the amount of money and the amount of purchasing power 
at the disposal of our people has not increased. Wages and 
salaries remain unchanged and the demnd for commodities, 
as far as the majority of the people is concerned, has not 
shown any change. 


Cash Turned Into Equities or Goods 


However the abandonment of the gold standard by the 
United States and the depreciation of the dollar has had one 
important psychological effect in that it has changed the 
attitude of the people toward money. Up to the time when 
the United States abandoned the gold standard, money in 
the form of actual cash or bank deposits was considered the 
best and safest investment. The yield or the return on one’s 
money played no role. Safety of principal and liquidity were 
the slogans of the day. But with the abandonment of the 
gold standard by the United States this attitude toward 
money changed. Those who had funds at their disposal 
realized that depreciation of the currency and the adoption of 
inflationary measures ultimately lead to an increase in prices, 
and a decrease in the purchasing power of the currency. 

Hence it is that those who understand the meaning of 
inflation and currency depreciation realize that under present 
conditions, the holding of actual cash or bank deposits is poor 
economy and that the ownership of equities and commodities 
becomes more advisable. This change in public psychology 
has resulted in a greater turnover in the volume of credit and 
currency. This increase in the velocity of credit and cur- 
rency, combined with the changed attitude of our people 
toward money, is primarily responsible for the sharp increase 
in prices of commodities traded on organized exchanges, and 
in security prices, particularly equities. 

But before discussing the effect of inflation upon our 
foreign trade let us consis *: for a moment, the inflationary 
provisions of the Thomas Act. 

The inflation may take two different forms; i. e., open 
market operations, and the issue of fiat money. 


Open market operations are nothing new in the United 
States. As a matter of fact, since the end of the war, the 
banking and credit position of the United States has been 
largely under the influence of the open market operations of 
the reserve banks. The purchase of $3,000,000,000 of govern- 
ment securities or acceptances by the reserve banks in the 
open market will have the effect of maintaining the price level 
of government securities which in a period of currency de- 
preciation ought to decline. This, however, is of minor im- 
portance only. Much more important is the fact that the 
purchase of government securities places federal funds at the 
disposal of individuals or corporations, who in turn place 
these funds at the disposal of the member banks. If, there- 
fore, the Federal reserve banks were to increase their open 
market purchases by $3,000,000,000, this would increase by 
an equal amount the balances of the member banks main- 
tained with the reserve banks. The fact that the member 
banks will repay their indebtedness to the Reserve banks 
does not change the picture because it is to be expected that 
this repayment by the member banks to the reserve banks 
will be more than offset by the return flow of currency from 
circulation. The balances which the member banks main- 
tain with the reserve banks bear no interest, and on the basis 
of these balances, the member banks as a whole are enabled 
to increase their own loans and deposits about ten times. In 
other words, if the balances of the member banks increase 
by $3,000,000,000, as a result of the open market operations 
of the Federal reserve banks, the former will be in a position 
to increase their own loans and deposits to an extent of say 
irom twenty-five to thirty billion dollars. Whether they will 
do this is, of course, an open question. 


Open Market Operations or Fiat Money? 


The Administration apparently hopes that the increase in 
the balances of the member banks with the reserve banks will 
bring about a sharp increase in the volume of loans and of 
deposits of the member banks which, in essence, means in- 
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creasing the purchasing power of the people. While it is true 
that similar measures taken in 1932, at which time the reserve 
banks purchased in the open market over $1,000,000,000 of 
government securities, had no effect whatsoever on the lend- 
ing policies of the member banks, this is no criterion that the 
open market operations will not work now. Banking condi- 
tions today are entirely different from those in 1932. In the 
first place, the banks no longer fear a sharp withdrawal of de- 
posits. Hoarding of currency under present conditions is pro- 
hibited by law. Moreover, as I have stated, public psychology 
has changed, and, at a period when the currency is depreciat- 
ing, it is more advantageous to be a debtor than a creditor. 
For these reasons it is to be expected that if the reserve banks 
engage in huge open market operations such as are envisaged 
in the Thomas Act, there will follow an increase in the volume 
of loans and deposits, that is to say, an increase in purchasing 
power of the people. 

We are justified in applying the term ‘‘controlled inflation” 
to an inflation which is brought about by open market opera- 
tions because if the volume of the purchases of government 
securities by the reserve banks should result in excessive 
speculation and in a too rapid rise in prices, the reserve banks 
could at least retard the wave of speculation through sales 
of government securities in the open market if they had the 
nerve and the volition to do so. In this connection, however, 
it should be noted that in the past the reserve banks have 
always been more willing to aid in the expansion of credit 
than to stop a speculative boom or to bring about a decline 
in prices. The danger always arises that if the Federal re- 
serve banks should decide that speculation has gone too far, 
political pressure may be exercised to prevent the drastic 
measures which alone could bring about a halt in specula- 
tion. When speculation is once set in motion it is difficult to 
bring it under control unless appropriate measures are taken 
by the government or by the central bank. Anyone who pro- 
poses measures of control at such a time is branded as “un- 
patriotic,” as desiring to “sell the country short.” Neverthe- 
less, if the inflation of credit is to be brought about through 
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open market operations there is at least the theoretical pos- 
sibility that at some point it could be controlled, 

The situation would be entirely different if the inflation 
is to be brought about through the issue of fiat money. If 
the government issues greenbacks in payment of the out- 
standing obligations of the United States or in order to pur- 
chase new securities issued by the government, this action 
would put more currency into circulation. Since the use of 
currency in this country is limited, being restricted primarily 
to the payment of wages and for use in retail trade, the cur- 
rency would soon be deposited by individuals or corporations 
with the banks, and the latter would thereupon place it with 
the reserve banks, immediately creating excess reserve bal- 
ances. It is true that an issue of greenbacks would have the 
same effect on the volume of reserve bank balances as would 
the purchase of an equal amount of government securities 
by the reserve banks. But there is a vital difference as to 
control. An excess of reserve balances created through the 
issue of fiat money does not enable the reserve banks to con- 
trol inflation through the sale of securities because they would 
have only fiat money in their possession and not securities. 
Therefore, if the issue of greenbacks is resorted to by the gov- 
ernment, the possibility of controlling wild inflation will be 
much less. It will be almost impossible for the government 
to bring to a halt excessive speculation if it should gain full 
force. It is of the utmost importance to observe the form 
that inflation will take. Under the Thomas Act, the form of 
inflation and the degree of inflation will rest with the Presi- 
dent of the United States who thus must assume a tremendous 
responsibility. 


Abandonment Necessary In Inflation Move 


Was the abandonment of the gold standard necessary? 
The answer is that if an increase in the level of domestic 
prices was to be accomplished, the United States had to go 
off the gold standard in the absence of an international agree- 
ment to raise commodity prices. My reasons for this follow. 
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The discussion may be somewhat abstract, but I shall en- 
deavor to make myself as clear as possible. 

First, let us suppose that the United States had remained 
on the gold basis. In that event, an increase in prices brought 
about through inflationary measures would have been of short 
duration only because the United States would either have 
been forced off the gold basis or a further decline in the 
prices of domestic commodities would have ensued. The 
reason for this is that an increase in prices here would mean 
that our prices measured in terms of gold would be substan- 
tially higher than those in other countries, both those on, as 
well as off, the gold standard. High prices here would cause 
our exports to fall and would tend to increase imports, both 
of which would necessarily exercise a depressing influence 
on our price levels. Therefore, if we were to bring about an 
increase in our price levels through inflationary measures, 
and this was what was desired by the ruling politicians, the 
abandonment of the gold standard was essential. 

Now that we are off the gold standard, what is the effect 
of an increase in prices here if accompanied by a decrease in 
the value of the dollar abroad? This merely results in a situa- 
tion where the prices of American commodities measured in 
gold currencies remain unchanged, while our domestic price 
level rises. To illustrate: Let us assume a decrease in the 
value of the dollar abroad, of say 15%, accompanied by the 
same percentage of general rise in prices here. Prices mea- 
sured in United States dollars, that is, the domestic price level, 
have increased but American prices measured in gold cur- 
rencies would remain unchanged because the increase in the 
price level here is offset by the depreciation of the dollar in 
the international markets. At this point, we may draw a 
conclusion: namely, that currency depreciation, accompanied 
by credit inflation designed to bring about a higher level 
of prices, may result in an increase in domestic prices with- 
out at the same time affording the United States any benefit 
in the international markets simply because the prices of 
American goods measured in the terms of the foreign cur- 
rencies would remain practically unchanged. But here we 


10+ 


& 
i 
t 


must note one important fact. In those countries whose cur- 
rencies are hooked up to the dollar, as is the case in several 
of the South American countries, the increase in our price 
level will constitute a handicap to our exports to those coun- 
tries. Thus, we establish the conclusion that the depreciation 
of our currency was a necessary prerequisite to the infla- 
tionary measures embodied in the Thomas Act, if that act is 
to achieve its aims, namely, the raising of our domestic price 
level. 
Dollar Control Considered Essential 

At this point, however, we may ask the question whether 
the dollar, if left alone, would remain depreciated? If the 
dollar were left alone, without any interference on the part 
of the Federal Reserve Board and banks or the government, 
it would soon find its own level, which cannot be much be- 
low its present parity. The level of the dollar, however, would 
not be determined by the movement of prices at home, but 
primarily by the international position of the dollar. In the 
first place, the fact should not be overlooked that the balance 
of payments of the United States is favorable. After the 
withdrawal of deposits and short selling of the dollar comes 
to an end, the natural demand for the dollar on the part of 
foreigners would invariably result in an increase in the price 
of the dollar as compared with other currencies. However, 
let us assume for the moment that the price level in the United 
States will remain higher as a result of the inflationary mea- 
sures to be adopted by the Administration. What effect would 
this have on the United States? With the dollar decreasing 
in value abroad, prices measured in dollars in the international 
markets would be higher than prices of other countries which 
did not adopt inflationary measures. This in turn, would re- 
sult in a decrease in our exports and an increase in our im- 
ports. In any other country, which is not such an important 
creditor nation as the United States, a movement of this 
character would soon rectify itself because, as a result of the 
adverse balance of trade, the demand for the dollar woftld 
decrease, the demand for foreign exchange in the United States 
would increase, thereby pressing on the dollar and rectifying 


the balance of trade position of the United States. Now while 
this would be true in the case of a number of countries, it 
should not and in all probability will not be true in the case 
of the United States for the following reasons: 

An adverse balance of trade on the part of the United 
States would increase the claims of foreign debtor nations 
on this country. This, in turn, would furnish them with the 
necessary dollars with which to pay their obligations to the 
United States. This transfer of funds from abroad to the 
United States would more than offset the adverse balance 
of trade of the United States caused by the movement of the 
dollars. Hence it is clear that if the dollar were left alone in 
the open markets of the various countries, its level would 
soon be higher than it is at the present time. But, instead 
of aiding our foreign commerce as the Thomas Act contem- 
plates, there would be a tendency to decrease further Ameri- 
can exports, but, at the same time, enable those foreign na- 
tions who are at present in default, or who find it difficult to 
meet their obligations in the United States, to pay their debt 
service on their obligations outstanding in our market. Hence, 
we reach the conclusion that if the policy of inflation in the 
United States is to succeed in bringing about an increase in 
the price level and, at the same time, not undermine the 
foreign markets of the United States, the dollar must be con- 
trolled with a view to preventing it from going beyond a 
certain point. 

This control would have to be similar in many respects 
to the equalization fund established in Great Britain, but with 
this difference — that, whereas the equalization fund of Great 
Britain was created with the view to prevent the pound from 
fluctuating either way, a stabilization fund in the United 
States would be designed to prevent the dollar from rising 
in the international markets. The main function, therefore, 
of such an equalization fund, if established in the United 
States, would be that of selling dollars for the purpose of 
preventing the dollar from going up. This selling of the 
dollar would mean, in effect, the purchase of foreign exchange 
by the United States, and the accumulation of balances or of 
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gold abroad. It is impossible to estimate what the amount 
of such a stabilization fund should be, for that will depend to 
a large degree upon the extent to which prices are to rise in 
the United States and the extent to which the dollar is to be 
depreciated in the international money markets. 


Effect of Control Studied 


The selling of dollars and its corollary, the collection of 
foreign exchange under some authority by our government 
would then raise the question as to what to do with these 
funds. The answer to this will depend upon the policy 
adopted by the United States concerning prices and the dol- 
lar. If prices in the United States were to rise too fast, be- 
cause of fear or because of intensified speculation, the ac- 
cumulated foreign balances could be used for the purpose of 
bringing about a depreciation of the dollar abroad through the 
selling of foreign exchange and the buying of dollars. The 
selling of foreign exchange and the collection of dollars by 
the American stabilization fund would have the following 
effects : 


a. It would increase the value of the dollar abroad, thereby 
making it more difficult for Americans to compete in 
international markets. 

b. It would facilitate imports into the United States, and 
handicap exports, and this in turn as we have seen would 
result in lower prices in the United States. 


From the above discussion, it is obvious that if other coun- 
tries do not change their currency standards, and if the de- 
preciation of the dollar is not accompanied by a decrease of 
the value of the exchange of other countries as measured in 
gold, one of the main objects of the Thomas Act, namely, a 
rise in prices, could be accomplished only through a combina- 
tion of currency management and credit management in the 
United States. The management of credit would consist of 
the open market operations of the Federal Reserve banks arid 
the issue of greenbacks. The management of the currency 
would consist of the buying and. selling of the dollar by the 
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government with the view of preventing the movement of 
foreign exchanges from affecting adversely the price level 
in the United States. If we do not provide some form of 
currency management and credit management such as I have 
described, the desired rise in prices may not be attained or 
will be only of short duration because the rise in prices will 
otherwise tend to produce an influx of foreign goods which 
would, in turn, tend to depress prices in the United States. 

Inflation is not an uncommon phenomenon in the United 
States. We witnessed credit inflation of material proportion 
both during and shortly after the war. The period of 1927- 
1929 was also marked by substantial expansion of credit which 
found its expression primarily in the movement of commodity 
prices. But now, for the first time, the credit inflation is to 
be accompanied by currency depreciation. Formerly, the 
holders of fixed interest-bearing obligations merely felt the 
effect of a decreased purchasing power of the dollar as meas- 
ured in prices. At the present time, the inflationary measures 
embodied in the Thomas Act are accompanied by the abandon- 
ment of the gold standard and the purchasing power of the 
dollar will not only decrease as measured in terms of prices, 
but also as measured in terms of gold. It is impossible to 
predict what the outcome will be. From the history of other 
nations which experienced both credit inflation and currency 
depreciation, certain conclusions may be drawn. 

If there is to be a material depreciation of the dollar, and 
if the volume of credit throughout the United States shall 
increase substantially, an increase in prices will result. These 
developments will first become noticeable in raw materials and 
in agricultural commodities, particularly those which are 
traded on organized exchanges. The prices of manufactured 
goods, on the other hand, will increase slowly and will adjust 
themselves gradually to the higher prices of agricultural com- 
modities and raw materials. 

Wages, as a rule, lag behind the purchasing power of the 
dollar. As the latter decreases, wages do not adjust them- 
selves immediately, and as a result, wage earners, those draw- 
ing salaries and those living on the fixed income from their 
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investments, will suffer. If the period of inflation is accom- 
panied by a rapid increase in business activity, the decline in 
the purchasing power of the earnings of those living on wages 
and salaries will be offset somewhat by the fact that those in 
these groups will be given the opportunity either of steady 
work or more work. 


Position of Banks and Insurance Companies 


As far as financial institutions are concerned, the prime 
object of commercial banks in a period of inflation is to main- 
tain their capital resources. Otherwise, these banks are very 
little affected by inflation. Their liabilities, namely deposits, 
are payable in dollars, and as their assets decline, expressed 
in gold, so likewise the value of their liabilities, (deposits), 
expressed in gold also declines. 

While savings banks and insurance companies may be con- 
sidered as being in the same class as commercial banks, they 
usually suffer during a period of currency depreciation and 
credit inflation. While the volume of deposits and loans of 
commercial banks increases in a period of inflation, savings 
deposits as well as the volume of insurance outstanding not 
only do not increase, but actually tend to decrease because 
it is obvious that it is not advantageous to increase one’s 
claim on dollars, the purchasing power of which is decreasing, 
during a period when prices are rapidly advancing. In this 
respect, I may also add that inflation and currency deprecia- 
tion destroy to a considerable extent the saving habits of 
people, and it takes some time to recreate the spirit of thrift 
even after more normal conditions have been established. 
This was evidenced in all countries which suffered from cur- 
rency depreciation and inflation. Equities in the form of 
stocks usually move, more or less, in unison with the depre- 
ciation of the currency. This is due to the fact that deprecia- 
tion of the currency increases the earning power of the af- 
fected corporations, measured in the depreciated currency, 
and the fixed assets as well as inventories of the corporatioris 
tend to increase also. On the other hand, high-grade bonds 
with the exception of governments, usually suffer in a period 
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of currency depreciation. The movement of high-grade bonds 
also depends to a considerable extent upon the value of the 
gold clause. If the latter is retained and upheld by law, then 
it follows that the high-grade bonds of these corporations, 
which pay their debt service in gold or its equivalent in legal 
tender, tend to move upward. So far, however, in most coun- 
tries, the gold clause has not been upheld in internal trans- 
actions. While the Permanent Court of Arbitration at the 
Hague has decided in favor of upholding the gold clause in 
international transactions, a recent decision of the British 
courts did not uphold the validity of the gold clause. The 
movement, therefore, in the prices of high-grade bonds in the 
United States will depend primarily on what decision will be 
rendered in connection with the gold clause. 

Government securities, whether the gold clause is upheld 
or not, always tend to remain near par and their price move- 
ments depend primarily upon the prevailing rate of interest 
and particularly upon the prevailing discount rate of the 
central bank. The reason why government securities are to 
a considerable extent unaffected by currency depreciation is 
due to two factors which may be mentioned. The first is the 
support which they obtain through purchases in the open 
market by the central bank. It is obvious that if the Federal 
Reserve banks were to engage in huge open market opera- 
tions, the prices of government securities must remain high. 
In addition, government securities are eligible for discount 
at the Reserve bank, and as long as the discount rate of the 
Reserve bank is about the same as the rate on government 
securities, member banks will buy these securities in order 
to be able to borrow at the Reserve banks. 


Future Lies With Federal Government 


State and municipal securities, however, usually suffer 
from a period of inflation. These securities are not eligible 
for open market purchases by the Reserve banks, and while 
under present laws they can be used as a basis for currency, 
they are not regarded with the same favor by banking institu- 
tions as are the bonds of the government. 
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The United States government, through the abandonment 
of the gold standard and the enactment of the Thomas Act, 
has adopted a policy of inflation coupled with currency de- 
preciation. We have abandoned sound money and we have 
created conditions which by necessity places every business 
on a speculative basis. Those who support the Thomas Act 
believe that inflation will bring them out of the period of de- 
pression and that it will create again an era of prosperity. On 
the other hand, those who oppose the Thomas Act believe 
that the abandonment of the gold standard is an act of repudia- 
tion on the part of the government; that, in essence, it will 
again bring about the conditions as they existed during 1927- 
29; that it will lead to an increase in borrowing and that 
when borrowing has come to an end, the period of deflation 
will set in with greater force and more disastrous effects. 

The truth lies somewhere between the two statements. 
If the inflation is handled with care, and if the government 
has the same courage to curb inflation as it showed in bring- 
ing about inflation, then the effects may be helpful. On the 
other hand, if the government lacks the courage to curb in- 
flation as soon as it becomes excessive, we will undoubtedly 
prepare for a crash compared with which the depression of 
1930-32 will be insignificant. 

Up to this moment, the nations remaining on the gold 
standard have not followed the American example. I am, 
however, convinced that unless an international agreement 
concerning currency stabilization is reached in the near future, 
the few countries remaining on the gold standard will be 
forced to abandon it. If this takes place there are two pos- 
sibilities; either we shall have international cooperation on 
matters of currency, tariffs and economic intercourse among 
nations, or we shall force currency depreciation and fluctua- 
tion ultimately leading to chaos. 


Delivered before the annual meeting of the New York State Society of 
Certified Public Accountants on May 8, 1933. 


Meaning of a C. P. A. Certification 


on a Bank Customer’s Statement 


By Pump S. Surrern, C. P. 
of WEST, FLINT & CO. 


I CAN hardly think of a topic on which I would more will- 
ingly speak than the one submitted by your Association. As 
an approach to my remarks, however, may I take the liberty 
of first considering my subject in this form, to wit: “What 
does the certification by a certified public accountant mean 
when it appears on the statement of a customer of a bank?” 
It is my emphatic belief that such certification means a 
great deal. Of course as bankers you are principally inter- 
ested in what it may and does mean to you, but there is also 
the further question as to the benefit to you of the meaning 
that the certification carries to your customer and the public 
at large. 

Frequently the certification on a customer’s statement has 
meant to the banker that such an individual or firm has au- 
dited the accounts of his client and has found everything 
correct because he or they added to the balance sheet a clause 
beginning, “I” or “we” certify, etc. Far be it from me to urge 
bankers to place reliance in any such blind way on the sacred- 
ness of a certification, for I believe that in the past much 
valuable information has been lost — and also valuable money 
— through too great a reliance on the fact that some account- 
ant has signed some form of a certificate appearing on a bal- 
ance sheet or other form of financial statement. 

Before considering the meaning of the certificate, and its 
direct bearing on a banker’s consideration of his customer's 
statement, let us reflect on some of its indirect meanings so 
that we may more clearly see its wider bearing on the bank’s 
relation with its customer. 

First that, regardless of the past, his accounts must now 
be in order for a certified public accountant has been engaged 
to make a full audit, or in no case less than a balance sheet 
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verification, and the items presented to the banker must be 
accurate and be able to stand the scrutiny and attention that 
they will receive from the examining accountant, or else dis- 
crepancies will be revealed and his own statements discredited. 


Bankers May Secure Added Data from C.P. A. 


The second influence on the bank’s customer is related to 
the first, for not only must the figures in the balance sheet and 
income account be true, but his oral or written statements as 
to the business and its prospects must be tempered with cau- 
tion for the banker may require from the certified public ac- 
countant additional information not contained in the report 
or in the brief certificate, which so often is all that the banker 
gets to indicate the work of the accountant. This opportunity 
of the banker to obtain additional information either of the 
date of the original report or at subsequent intervals is one 
of the important advantages to the banker of having the 
affairs of his customers reviewed and reported on by certified 
public accountants, 

One of the greatest indirect values to the bank in having 
the statements of its customers certified by certified public 
accountants is the sense of confidence in the bank that de- 
velops among its depositors. Only a limited part of the de- 
positors are borrowers and all of the depositors, borrowers 
and non-borrowers alike, are impressed by the fact that the 
bank, requiring acceptable outside certification of the financial 
condition of its customers, is protecting to the best of its abil- 
ity the funds entrusted to it for safekeeping. The losses, 
particularly by some of the largest of the metropolitan banks, 
due to loans on uncertified or partially certified statements 
of borrowers have shocked the whole world, and; affected 
many, and the total loss has run into untold sums. But to 
mention the Kreuger and Insull cases brings pertinent illustra- 
tions to mind. 

With the general knowledge that a bank has the privilege 
of using conventional values of securities carried in its invest- 
ments, and no knowledge as to whether all bad or doubtful 
loans have been charged off or amply provided for through 


1 

¥ 

it 

n 

ai 

g : 

e 

a 

h 

s 
Ss 

O 

d 

t 


reserves, it is especially important that it should have the 
benefit of public confidence produced by the use of such safe- 
guards as lending only on properly approved credit risks, with 
the added value of outside certifications of facts and figures 
by approved certified public accountants. 

Of course, we all know that regardless of whether or not 
a full detailed report is rendered by the certified public ac- 
countant he is usually requested to attach a short form of 
certificate to the balance sheet and income account, which may 
be submitted entirely independent of the regular report. 


Limitations of Audit Important to Banker 
In considering the value to the banker of the certificates 
issued by certified public accountants, let us study for a mo- 
ment what accountants are requested to do, the conditions 
that they may find, and how they may report their findings 
in a way fair to all concerned. 


First: They may have been directed to make a detailed 
audit, for the period under review, or 

Second: They may have been told to make an audit or 
examination of the assets and liabilities as of the clos- 
ing date of the client’s fiscal year, or at any other date, 
and review only the transactions covered by the income 
account, or 

Third: They may have been told to make only a balance 
sheet examination with no review or reference to opera- 
tions, or they might receive many varied kinds of in- 
structions that would decrease or limit the scope of 
their work and produce less than a full audit. 


For each type of audit or examination some form of report 
is expected and the certificate to be given would be different 
in each case and would also be qualified or unqualified, ac- 
cording to the findings of the accountant. As long as such 
diversity exists in the scope of employment, there must be 
variety in the forms of the certificates issued, not even con- 
sidering the slight difference in expression due to the choice 
of language preferred by certain accountants. 


With such a wide variety in the wording of certificates, 
it is essential that each certificate should receive thorough 
study, not for the purpose of seeing if there is some hidden 
meaning barely hinted at in the accountant’s certificate, but 
in order to see what the accountant clearly states as to the 
extent of his examination and the result of his findings, opin- 
ions and qualifications. 


Types of Qualifications Outlined 
Among the types of qualifications most frequently seen 
are the following: 

Qualifications indicating limitations in the extent of the 
audit, and therefore limitations in the extent of respon- 
sibility assumed by the accountant— 

“Subject to the correctness of the inventory which was 

certified to us as correct by officers of the corporation.” 

“Accounts receivable were not confirmed but are shown 

at book value and we have been advised that ample 
reserve has been provided for all doubtful items.” 

“Subject to the limitations as to the extent of our examina- 

tion as set forth in the text of this report.” 

Qualifications indicating exceptions to values or items as 
stated in the report— 


“Subject to the adequacy of depreciation.” 

“According to the best of our information and the ex- 
planations given to us.” 

“Figures in balance-sheet and income account are correctly 
set forth on the basis therein indicated.” 

“Subject to the comments forming a part of our report.” 


The “New York Sun” in a recent review of independent 
accountants’ certificates attached to seventy-six reports out of 
eighty reports examined, stated that certain firms “follow 
the more advanced practice of stating in considerable detail 
the extent of their audit and pertinent details of the com- 
panies’ operations or balance-sheet, by way of explanation 
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rather than in criticism. Thirteen of the seventy-six audited 
companies, or 17 per cent. had such certificates. 

“Apparent differences of opinion on accounting practice 
were voiced in a surprising number of cases. These points 
are not always immediately clear to the average stockholder 
because of the extremely conservative phrases in which they 
are couched, but when a report is certified ‘subject to com- 
ments thereon’ or subject to certain foregoing remarks, the 
intention is clearly to emphasize those items. At least seventeen, 
or more than 22 per cent. of the reports, carried such warning 
flags in the statement of the independent accountants.” 

Does the certificate given by certified public accountants 
mean anything? It should if attention is paid to the warning 
flags so often standing out in bold relief in the wording of the 
certificate and too often ignored or even unnoticed when the 
certificate is carelessly read. 


Warning in Certificate Often Ignored 


In honesty, I must agree that sometimes the flag is so small 
or so unobtrusive as to go unnoticed, but in general the warn- 
ing is given, and frequently the accountant awaits but fails 
to receive any inquiry as to the reason for some special quali- 
fication that has been placed in his certificate for the protec- 
tion of all who may read. 

Without question some certificates have been issued that 
never should have been or never would have been had suffi- 
cient work been done to reveal weaknesses not disclosed 
through an examination only superficially made. In almost 
all cases in which it has been revealed that unwarranted cer- 
tification has been given, it has been discovered that there 
has been a change in accountants. Perhaps the accountants 
who previously made the audit had discovered some irregu- 
larity or weakness and refused to give an unqualified certi- 
ficate. The following year other accountants were employed 
and requested to make only a limited review of the client’s 
affairs, and although their certificate may have clearly stated 
that they only reviewed and did not audit the accounts, they 
failed to detect and report unsatisfactory conditions. I, there- 


22s 


a 
2 
= 


1 fore, suggest whenever you find that a change has been made 
in the accountants employed by your customers that you in- 


0 vestigate the reason for the change and be sure that it is 
5 not because the former accountants were in possession of in- 
t formation and facts of importance to you as credit grantors 
y which the customer did not want brought to your attention. 
- I have referred to the fact that the accountant is en- 
e gaged by his client, the bank’s customer, to undertake certain 
. work usually clearly defined by the client. The engagement 
J may contemplate anything from a detailed audit to a very 


limited review of facts and figures, and the accountant is 
expected to express his opinion at the conclusion of his work. 
Frequently the engagement results from an insistence by the 
banker that its customer engage certified public accountants 
to audit the customer’s accounts and present their findings 
in a report or in a certified statement. Limited instructions 
may be placed on the accountant by his client, and of that 
fact the banker is never aware until the certificate is read and 
i is found so full of qualifications as to be almost worthless, P 
e and yet those very qualifications are the flags indicating dan- 
s ger points or unverified items in the customer’s statement. 
e Since the relations between the accountant and his client are 
- confidential and he can not seek out the banker to apprise 
him of conditions only indicated by omissions or qualifications 
t in his certificate, it becomes incumbent on the banker to ob- 
a tain the customer’s permission to discuss with the accountants 
d their work and report. I would quote one paragraph from the 
t report presented yesterday by the joint committee of the New 
Jersey Bankers Association and The Society of Certified Pub- 
e lic Accountants of the State of New Jersey: 
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“We believe it would be of advantage to the banker 
if his request to the borrower for audited statements were 
coupled with a request that the accountant be permitted 
to discuss matters with him, or in joint conference with 
the borrower before undertaking the work. It not infre- 
quently occurs that in considering a borrower’s request, 
a banker may know of particular features with relation to 
the borrower’s business, as to which he wishes special 
information and, in order to be assured that he will obtain 
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such information, the banker would find it to his advantage 

to give an expression of his wishes directly to the borrower 

for transmission to the accountant or directly to the ac- 
countant, with the approval of the borrower.” 

With such instructions greater attention would be given 
to those matters of special interest to the bankers and full 
information would be given on those problems of particular 
interest to banker or client. 


Importance of Terminology Stressed 


Certified public accountants of several states have en- 
deavored to have bankers realize what is meant by the terms 
“Detailed or Complete Audit,” “Examination of Financial 
Condition,” etc. To that end several states societies have 
issued pamphlets entitled “Tentative Classification of Ac- 
countancy Services” and have sent copies to banks in their 
states. I believe that when requesting bank customers to have 
certified public accountants audit or examine their accounts 
the accepted terminology should be used so that, if in the 
banker’s opinion a thorough audit is necessary, he will specify 
a detailed audit, or, if he will be satisfied with less than that, 
he will indicate the extent of the examination desired. 


Do bankers at present ask for and receive the full report 
issued by the accountant summarizing the result of his 
work, or do they usually receive only the condensed certifi- 
cate? This question each must answer for himself, for, al- 
though we, the accountants, issue the reports, we rarely know 
to whom, ultimately, they are sent. Of course, in many in- 
stances, the reports have detailed comparisons and percent- 
ages of costs that may not be of interest to the bankers, and 
in those cases perhaps condensed reports are all that the 
bankers require; but in most cases the accountant’s reports 
are full of information of value to the banker and should be 
on file with the bank or at least submitted to it for review, 
even if finally returned to the bank’s customers. 

The bank is, of course, not only interested in knowing the 
financial condition of its customers as of a given date and the 
profits in the past, but it is also vitally interested in the pros- 
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pects for the future and the relation of estimates with accom- 
plishments. One of the greatest benefits to the bank and its 
customer alike through the employment by the latter of certi- 
fied public accountants is the help that may be given by the 
accountants in studying and interpreting the operating ac- 
counts and cost figures, installing proper cost records if in- 
adequate systems or only “approximations” are in use, pointing 
out leaks, revealing the products producing the profit, and 
also those that show a loss, and in general analyzing the ac- 
counts so that the true inside but hidden facts are brought 
forth, thus permitting plans to be made for the future that 
should avoid past dangers or pitfalls and show the way for 
further economies and greater profits. 

The accountant could also render real service by establish- 
ing proper budgetary controls and could, from time to time, 
be called in to verify the working of the budget and to 
certify to the correctness of the reports, comparing the esti- 
mated budget for a given period with the actual results for 
the same period. A budget as first prepared is not the final 
word, and to produce the greatest benefit must be subject to 
modification from time to time to meet changes in conditions 
and to permit business expansion rather than to prevent the 
same through the inflexibility of a fixed plan. 


Services Which the C. P. A. Can Offer the Banker 


The banks of the country have many troublesome busi- 
ness loans on their books. In many cases these will work out, 
without loss to the bank, if wise supervision is given to the 
business problems of the different borrowers. How can this 
supervision be given better and with more advantage to both 
the banker and his customer than through the use of the 
accountants already familiar with the intricacies of their 
clients’ affairs? It is frequently found that the accountants 
have in the past pointed out to the bank’s customer the danger 


- of certain steps and practices, but their advice was not heeded. 


With the support of the bank and the aid of the accountant 
the way may still be open to bring many a losing business 
out of the restricting ruts and into the group of money- 
makers. 
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In the various ways suggested above the certified public 
accountant, while serving the client is also serving the bank 
and demonstrating to it the fact that his statements and 
certificate have real meaning and are of benefit. 

Does the certification of statements help the banker? 
Indeed it does, and particularly so under the following con- 
ditions: 

When a complete audit has been made. 

When responsible certified public accountants do the 
work, 

When the certificate clearly defines the accountant’s 
opinion and cannot be misunderstood. 

When personal relations are permitted and established 
between the banker and the accountant. 

When the accountant’s work for the bank’s customers 
does not end with the delivery of the report, but 
continues in a more or less continuous way through- 
out the year. 


Certificates issued, under conditions such as these may be 
relied upon to furnish the banker with information on which 
he may with confidence and safety base his grants of credit 
and look for future performance in accordance with deter- 
mined facts and carefully considered forecasts. Yes, certifi- 
cates issued along these lines should and do mean something 
to every banker. 


Delivered as president of the Society of Certified Public Accountants 
of the State of New Jersey before the convention of the New Jersey State 
Bankers Association at Atlantic City on May 20, 1933. 
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he Objects of the Society 


“To cultivate, promote and disseminate knowledge and infor- 
t’s mation concerning accountancy and subjects related thereto; to 
establish and maintain high standards of integrity, honor and 
character among certified public accountants; to furnish infor- 
mation regarding accountancy and the practice and methods 
thereof to its members, and to other persons interested therein, 
ors and to the general public; to protect the interests of its members 
and of the general public with respect to the practice of ac- 


rut 
countancy; to promote reforms in the law; to provide lectures, 
sh- and to cause the publication of articles, relating to accountancy 
and the practice and methods thereof; to correspond and hold “ 
relations with other organizations of accountants, both within \ 
be and without the United States of America; to establish and 
ich maintain a library, and reading rooms, meeting rooms and social 
dit rooms for the use of its members; to promote social intercourse 
er- among its own members and between its own members and the 
if- members of other organizations of accountants and other persons 


interested in accountancy or related subjects; and to do any and 
ng all things which shall be lawful and appropriate in furtherance 
of any of the purposes hereinbefore expressed.” 


—From the Certificate of Incorporation. 
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